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Students’ Department
H. P. Baumann, Editor
AMERICAN INSTITUTE EXAMINATIONS
[Note.—The fact that these answers appear in The Journal of Account­
ancy should not cause the reader to assume that they are the official answers 
of the board of examiners. They represent merely the opinions of the editor of 
the Students' Department.]
Examination in Auditing
May 17, 1934, 9 A. M. to 12:30 P. M.
Answer the first nine questions and either of the last two.
No. 1 (10 points):
(a) What is a “hidden” or “secret” reserve?
(b) When intentionally created, what four reasons, valid or not, are usually 
advanced in justification?
(c) Should an auditor ever approve such reserves?
Answer:
(a) The understanding of the value of an asset or the overstating of the 
amount of a liability, or both, with a consequent understating of the amount 
of surplus or capital, results in creating a hidden or secret reserve.
(b) The following reasons are frequently advanced in an attempt to justify 
the creation of secret reserves:
1. Conservatism.
2. Equalization of profits (reserves created in good years may be used to
improve the showing of poor years and thus maintain uniformity 
and stability).
3. Concealing excess profits tends to avert competition.
4. Excess profits create an undesirable expectation in the minds of the
stockholders that such profits should continue.
5. Provisions against unforeseen contingencies.
(c) The auditor should not approve such reserves, for, obviously, the finan­
cial condition of the business is not reflected in a statement containing them. 
Stockholders are entitled to the facts, upon which they themselves may deter­
mine whether or not their investment is a satisfactory one. Further, the 
creation of a secret reserve would result in false returns for tax purposes if the 
statements were used, without adjustment, in the preparation of such returns.
No. 2 (10 points):
The American Institute of Accountants has suggested and the New York 
Stock Exchange has adopted the following form of report to be used instead 
of the ordinary “short certificate,” viz.:
Accountants’ Report
“To the XYZ Company:
“We have made an examination of the balance-sheet of the XYZ Company 
as at December 31, 1933, and of the statement of income and surplus for the 
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year 1933. In connection therewith we examined or tested accounting records 
to the company and other supporting evidence and obtained information and 
explanations from officers and employees of the company; we also made a 
general review of the accounting methods and of the operating and income ac­
counts for the year, but we did not make a detailed audit of the transactions. 
“In our opinion, based upon such examination, the accompanying balance- 
sheet and related statement of income and surplus fairly present, in accordance 
with accepted principles of accounting consistently maintained by the company 
during the year under review, its position at December 31, 1933, and the re­
sults of its operations for the year.”
Compare the above form with the ordinary “short certificate,” and state 
what advantages, in your opinion, it has over the latter.
Answer:
The advantages of the suggested form of certificate over the ordinary “short 
certificate " are:
1. It is addressed directly to the company, while the short certificate was
not always addressed.
2. It plainly states the sources from which the information was obtained,
and that it is not a detailed audit. These points are not always clearly 
set forth in the short certificate.
3. The phrase “in accordance with accepted principles consistently main­
tained by the company during the year under review ’’ is probably the 
most important and desirable improvement made in the suggested 
form. If no exceptions are noted, it gives assurance that (1) the com­
pany’s accounting methods are in keeping with accepted principles, 
and (2) that no change in policy during the year has distorted the 
showing of operating results and nullified a comparison of opening and 
closing balance-sheets.
4. A uniform certificate which is generally accepted is more desirable than
the short certificates, no two of which are the same.
No. 3 (10 points):
You are employed by a small firm of retail dealers to close its books for the 
year and prepare a profit-and-loss statement and a balance-sheet. You are 
not expected to verify the accounts beyond making corrections of obvious 
errors, such as postings to wrong account and the like.
How should you protect yourself from having the firm use your statements for 
credit purposes as having been audited by you?
Answer:
The better protection may be obtained by preparing the statements on 
plain paper (without letterhead or firm name), so that the name of the ac­
countant does not appear thereon in any form. However, if the accountant’s 
name is to appear, a note to the effect that the statements have been prepared 




(Prepared from the books of the company, without audit)
The first method is, by far, the better one.
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No. 4 (10 points):
The total amount of the inventory of merchandise of a trading concern has 
been increasing each year for the last three years while the gross profits have 
been diminishing.
(a) State the probable reasons for this; and
(b) How you would proceed to discover the real cause.
Answer:
(a) The increases in the inventories and the diminution of the gross profits 
may be attributable to almost any combination of the factors listed under (A) 
and (B) below:
A. The inventory increase may be due to:
1. An increase in the purchase cost, or
2. An increase in quantities, due to
(a) Adding new lines.
(b) Excessive purchases (beyond actual requirements).
(c) Heavy purchases in anticipation of rising prices.
(d) Change in trade practice or policy, resulting in a shift of
the burden of carrying inventory.
(e) Accumulation of obsolete or unsalable items.
3. Overstatement of value, through fraud or error. This factor is
unlikely, as the gross profits have decreased.
B. The diminishing gross profits may be the result of:
1. Decreasing sales, or
2. A lower rate of gross profit, due to
(a) Lower selling prices.
(b) Higher purchase prices.
3. Fraud.
(b) The real cause of the inventory increase could be determined by making 
analyses of the last three inventories, department for department, or, better 
still, item for item, to see (1) whether the unit costs were higher, (2) whether 
new items had been added, or (3) whether quantities were greater; if the last 
were the case, further investigation would be required to determine the reason 
therefor.
The operating statements would show whether the decline in gross profits 
was due to lower sales volume, or to a smaller margin of gross profit. If the 
latter proved to be the case, analysis of sales and purchase records should 
locate the cause.
The sales records should be checked against the shipping records to ascer­
tain whether the goods shipped have been entered as sales. The purchase 
records should be checked against the receiving records to learn whether the 
goods represented by the purchase invoices were actually received.
Numerous likely combinations of the foregoing factors under A and B 
present themselves. For example:
1. The company may be adding new lines, and old merchandise may have
accumulated which can be realized upon only slowly and at a loss 
(thus reducing the gross profit).
2. Purchases may be made in advance of the selling season, and the ex­
pected sales may not materialize, with the result that the inventories
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will increase and the gross profit decrease on the sale of the merchan­
dise thus accumulated.
3. Purchase prices may be rising, and it may be impossible to pass on the
higher prices to the consumer.
4. Competition may be reducing the margin of profit while the increased
volume requires greater stocks.
No. 5 (10 points):
If inventory declines in value between the date of statement and that of 
certification, and the concern audited has a potential loss on purchase commit­
ments, what is the responsibility of the auditor to indicate the loss as of cer­
tification date?
Answer:
The auditor’s statements should reflect all of the facts that he has discovered 
which have a bearing on the financial condition of the concern. From this 
standpoint, the matter of purchase commitments should be treated as follows: 
Any prospective loss on purchase commitments at the balance-sheet 
date (measured by the difference between the contract price and the market 
price on that date) should be provided for by a reserve set aside from the 
surplus account.
Any substantial loss due to price declines between the balance-sheet date 
and the date of certification might be covered by a footnote appended to the 
balance-sheet, as follows:
If there is a reserve set aside:
“Based on the current market prices as of March 3, 1934, there is an 
additional potential loss of $50,000 on purchase commitments.”
If there is no reserve:
“Purchase commitments in the amount of $400,000 were outstanding on 
December 31, 1933; on March 3, 1934, the market value of the materials 
to be received thereon was $350,000.”
No. 6 (10 points):
You are engaged by the directors to make a balance-sheet audit of the X 
Bank at the close of 1933. You are expressly requested to refrain from seeking 
confirmation from depositors or borrowers owing to public nervousness caused 
by the recent failure of another bank in the town, the clients of the X Bank 
being mainly of the working class unfamiliar with auditing procedure.
At the closing hour on December 30, 1933, you appear at the bank and the 
head bookkeeper hands you the following:
Balance-sheet, December 30, 1933
Assets Liabilities
Cash on hand............... . $ 50,000 Notes payable............... . $ 25,000
Due from banks........... 80,000 Due to banks................. 5,000
Stocks and bonds.......... 100,000 Deposits: demand......... 530,000
Mortgages owned........ 200,000 “ savings fund.. 420,000
Loans and discounts. . . 600,000 Capital stock................. 200,000
Accrued int. receiv’l.. .. 10,000 Surplus........................... 100,000
Bank building.............. 50,000 Undivided profits........... 21,000
Furn. and fixtures........ 10,000
Real estate foreclosed. . 100,000
Federal deposit ins....... 1,000
$1,301,000 $1,301,000




The auditor should maintain control of all of the cash, cash items, and nego­
tiable instruments until he has completed his audit of such items. To facilitate 
the inspection and count of such assets as stocks and bonds, mortgages owned, 
loans and discounts, etc., it would be well to prepare schedules from the books 
and records before commencing the audit of those assets.
Cash on hand:
All cash should be counted; bundles of bills and rolls of coin should be 
tested. All cash and clearing items, checks, money orders, etc., should 
be forwarded for clearing under the control of the auditor, and should be 
followed up to see that the proceeds have been credited to the account of 
the X Bank.
Due from banks:
Confirmations should be requested from all of the banks, together with 
statements of the X Bank account from the date of the last statement to 
January 3rd or 4th, so that all transit items may be accounted for. 
The statements should then be reconciled with the ledger accounts.
Stocks and bonds:
These should be counted and inspected and checked against the pre­
pared schedule. This schedule should contain a complete description 
and classification, including the purchase date, maturity date, interest 
rate, interest dates, par value, cost, market value, dividend rates, dividend 
dates, etc. All stocks and registered bonds should be in the name of the 
X Bank; all coupon bonds should have the future coupons attached. 
The accrued interest should be computed. Any securities not on hand 
should be noted and verified by confirmation from the custodians.
Mortgages owned:
All mortgages should be inspected and checked against the prepared 
schedule; those out as collateral or on trust should be confirmed. All 
accompanying documents—bonds, title guarantee, fire insurance—should 
be examined. Local mortgages might be confirmed by inspection of the 
county recorder’s files. Interest income should be traced through the 
cash records, and the accrued interest computed. Past due and defaulted 
mortgages should be gone over with a bank official, and a reserve for 
loss should be set up.
Loans and discounts:
All notes on hand should be examined for formality and negotiability; 
signatures and endorsements on larger items should be compared with 
signatures on record. Notes discounted, or out for collection, should be 
confirmed. All collateral indicated by the register should be located, 
examined, and evaluated. Demand loans long outstanding, and past 
due time loans should be examined to determine whether a reserve for loss 
is required. Amounts due from officers and directors should be shown 
separately.
Accrued interest receivable:
The computation should be verified; no interest should be accrued on 
obligations in default.
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Bank building:
Furniture and fixtures:
The ownership and the basis on which the accounts are carried—cost, 
depreciated cost, appraisal, arbitrary—should be ascertained and verified. 
An analysis of the accounts should be prepared.
Real estate foreclosed:
All supporting documents should be examined and checked against the 
prepared schedule. In the case of local real estate, title records should be 
examined. Receipts for the payment of taxes should be on hand. The 
basis of valuation (presumably face of mortgage and incidental costs of 
foreclosure) should be determined, and, if possible, the carrying value 
should be compared with the market value.
Federal deposit insurance:
This payment should be evidenced by a receipt and cancelled check, 
and confirmed by the Federal Deposit Insurance Corporation.
Notes payable:
Due to banks:
These items should be confirmed; the latter should be reconciled with 
the ledger for any items in transit.
Deposits: demand:
Deposits: savings fund:
Trial balances (adding machine tapes) should be prepared; any public 
funds or bank deposits included should be noted and confirmed. All 
overdrafts should be listed and set out on the audited statement. The 
regular end-of-the-month statements on the checking accounts should 
be sent out under the supervision of the auditor, and any differences re­
ported by customers during the period of the examination should be 
checked by him.
A complete test of a recent interest distribution to savings accounts 
should be made to guard against the removal of depositors’ accounts.
Capital stock:
A trial balance of the stockholders’ ledger should be prepared and com­
pared with the stock certificate books. If there is an outside registrar 




These accounts should be analyzed, and all entries made therein since 
the last closing should be examined.
Note—The total of the assets is $100,000 short.
No. 7 (10 points):
In preparing the income-tax return for a state bank you find it has been 
compelled by the state banking department to write down its stocks and bonds 
owned to market values as of March 31, 1933, an average reduction of 70%, 
resulting in showing a heavy book loss. Otherwise the bank’s operations for the 
year would show a small profit. To avoid the federal tax the bank wishes to 
include the heavy mark-downs as a deduction in its return.




Unrealized losses due to market fluctuations in the value of securities are 
not deductible for federal income tax purposes, even though ordered by the 
banking department. The following ruling has been issued on this point 
(LT. 1221, C.B. June, 1922, p. 155):
“The amount of depreciation on bonds which banks are required to 
write off by order of a state bank commissioner is deductible only where 
the shrinkage is due to the fact that the debtor corporation will not be 
able to pay the full amount of its obligation at maturity. Such shrink­
age is not deductible in any other instance.”
Any stocks or bonds which were entirely worthless, or any bonds in default 
on which sufficient information was available to permit the determination of 
partial worthlessness, should be written off, or written down to estimated 
value. The resulting loss is an allowable deduction.
Also, any stocks or bonds which the bank had acquired for resale might be 
inventoried for tax purposes at the lower of cost or market at the close of the 
year; banks are accorded the same privilege in this respect as are security 
dealers. (43 F. (2d) 950, 9 Am. Fed. Tax Rep. 207.)
Unless the exceptions noted in the two preceding paragraphs applied, the 
bank in question would be unable to make any deduction on its income tax 
return for decline in market values of securities owned.
No. 8 (10 points):




(d) Sinking fund to retire bonds?
Answer:
(a) Plant account should be valued at cost less adequate provisions for de­
preciation. Additions, disposals, and the adequacy of depreciation provisions 
should be checked. Repairs and maintenance accounts should be examined 
to determine that no capital expenditures had been charged to expense. 
Capital assets not in use, held for investment purposes, should be segregated 
from the plant account; assets discarded as worthless should be written off.
(b) Investments of temporary funds should be valued at the lower of cost 
or market. Permanent investments should be carried at cost, unless a sub­
stantial reduction in value occurs, in which case a reserve should be created 
out of surplus. Premium or discount on permanent bond investments should 
be amortized to maturity. Investments in subsidiary companies should be 
adjusted to give effect to the parent company’s share of the profits, losses, and 
dividends of the subsidiary.
(c) Patents should be valued at cost less amortization. Cost might include 
development costs, payments to the inventor, and attorney and registration 
fees. Patents rendered valueless by later patents, or those not used for any 
other reason, should be written off to surplus. Those acquired for stock should 
be set up at their fair market value, if such value can be determined.
(d) Any cash in the fund should be shown as sinking fund cash. Securities 
purchased from sinking fund cash and held in the sinking fund should be carried 
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at cost, and the premium or discount should be amortized over the life of such 
securities. If the company’s own bonds are purchased for the sinking fund, 
and if these bonds are to be held alive until maturity, they should be treated 
as bonds of other companies, viz.: carried at cost, with the premium or discount 
amortized. If the company's own bonds are purchased and cancelled, the 
difference between par and the purchase price should be written off to surplus, 
along with any unamortized discount or premium on the issuance of these 
retired bonds. Accrued interest collectible should be computed and shown. 
The market value of those bonds carried at cost should be indicated, paren­
thetically, on the face of the balance-sheet.
No. 9 (10 points):
After a stormy stockholders’ meeting and quarrels among the directors, you 
are engaged by the officers of a corporation to make a balance-sheet audit, the 
first in the corporation’s existence of several years. You find the financial 
records in order and are ready to certify the balance-sheet, but the officers 
refuse to produce the minute-book for your inspection, offering instead to fur­
nish you with attested copies of such resolutions as you deem necessary to 
verify certain items.
What will be your attitude in the matter? State your reasons fully.
Answer:
As the examination of the minute books is essential to the audit, the auditor 
should refuse to issue an unqualified certificate unless he is allowed access to 
them.
Attested copies of such resolutions as he may request will not suffice; the 
resolutions of which he has no knowledge may be of more importance. Par­
ticularly so, inasmuch as he is on notice of the dissension between the stock­
holders and directors.
The auditor should explain to the officers (and possibly the directors), that 
it will be necessary for him to qualify his certificate by plainly stating that he 
was denied access to the minute books.
No. 10 (10 points):
What is the proper handling of merchandise on consignment in a financial 
statement prepared for the consignor?
Answer:
Merchandise out on consignment and unsold at the balance-sheet date should 
be valued at the lower of cost (including freight to the consignee) or market and 
should be shown as “Merchandise on consignment.” Any advances received 
from the consignee should be shown as a liability.
No. 11 (10 points):
You are asked by a client to undertake the recovery of an over-payment of 
federal income-tax which was due to alleged errors in the return. As an induce­
ment he offers to give you half the amount recovered as your fee. What would 
be your reply? Give your reasons.
Answer:
This question was discussed editorially in the July, 1934, issue of The 
Journal of Accountancy, pages 3 to 5; the suggested answer contained in that 
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discussion is directed to your attention. The following briefer answer is also 
submitted:
The client should be advised that the recovery of tax could not be under­
taken on a contingent basis, because:
(1) By virtually placing himself in the position of sharing in the profits, the
auditor makes it impossible for himself to maintain the unbiased 
attitude required of the professional man. Further, the auditor may 
even try so hard to remain unbiased that as a result he will lean 
backward, at his client’s expense.
(2) If the case comes to trial and the auditor in the course of his testimony
is questioned as to his compensation, the fact that his fee is contin­
gent may have a damaging effect.
(3) The code of ethics of the American Institute of Accountants forbids the
acceptance of engagements on a contingent fee basis.
(4) After ascertaining the grounds for the claim, the auditor should be able
to weigh the chances and amount of recovery against the expenses 
involved; if he believes that the claim should be pressed, he should 
obtain his regular fee for his services, since they do not differ essentially 
from audit work. If the client desired a balance-sheet audit for credit 
purposes, he could hardly expect the auditor’s fee to be contingent 
on obtaining the loan, and on the amount of the loan involved; the 
situation is essentially the same.
Ohio C. P. A. Examination
The following problem was set by the Ohio state board of accountancy 
in the May, 1933 examinations:
Problem No. 2:
Because of trade conditions, The Attractive Package Food Corporation 
marketed its product at selling prices reduced every four months during the 
fiscal year ended March 31, 1933. Likewise, raw materials were purchased 
on a declining market. Believing prices to have been stabilized and to have 
reached a permanent level in the last four months of the fiscal year, the board of 
directors authorized readjustments that would probably improve the position 
of the company.
The following trial balance at March 31, 1933, was submitted by the chief
accounting officer:
Cash on hand................................................................................... $ 2,000
Accounts receivable—trade............................................................. 48,000
Notes receivable............................................................................... 3,000
Accrued interest receivable.............................................................. 60
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Depreciation—machinery and equipment...................................... $ 30,000
Selling and administrative expenses............................................... 14,650
Other income and expenses, net...................................................... 1,190
$1,415,290
Surplus............................................................................................. $ 20,330
Notes receivable discounted............................................................ 2,000
Reserve for bad debts...................................................................... 10,000
Reserve for depreciation:
Buildings—7 years @ 4%........................................................... 56,000
Machinery and equipment—7 years @ 10%............................. 210,000
Delivery equipment—2 years @25%........................................ 2,250




Accrued expenses payable............................................................... 760
Convertible 6% bonds—par $100,000............................................ 95,000
Sales................................................................................................. 728,500
Common stock—2,250 shares, par $100......................................... 225,000
$1,415,290
During the past year, labor rates were not changed, but effective April 1, 
1933, a wage scale reduction of 16⅔ per cent, was announced. This will affect 
direct labor only. Manufacturing expenses will be reduced 20 per cent 
during the coming year. Selling and administrative expenses and non­
operating items are expected to remain constant.
The following results of an appraisal completed April 1, 1933, by a reputable 





Machinery and equipment............................................................. 159,510
Delivery equipment (trucks)......................................................... 4,500
Office equipment............................................................................ 10,000
$309,010
The appraisers reported the depreciation rates in effect are adequate and 
therefore will not be changed.
Upon investigation it was found that the cash consisted of items presented 
below:
New National Bank....................................................................... $ 500
Old National Bank—impounded deposits.................................... 1,000
Cash on hand................................................................................. 500
$ 2,000
The trade accounts receivable included charges to customers for the cost of 
returnable containers, amounting to $10,000, the returnable container account 
having been credited when the charges were made.
The 6 per cent convertible bonds were issued at 90, half of the discount 
having been amortized at March 31, 1933, the date on which conversion was 
made. According to the terms of the agreement, the bonds were convertible 
at par for preferred stock at 105. One share of stock was issued for each $100 
bond, the difference being settled by cash. Disregard bond interest.
The outstanding par common stock was exchanged 1 share for 1 shares 
of no par common having a stated value of $75,000.
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An analysis of the accounts for the year ended March 31, 1933, developed 
the following information:
Raw material inventories:
April 1,1932 30,000 units @ $.80....................................... $24,000
March 31, 1933 50,000 units @ .40....................................... 20,000
Work in process inventories:
April 1, 1932—One-third processed:
12,000 units —Material @$ .80............................................. $ 9,600
Labor @ . 10 (⅓ of unit labor cost).......  1,200
Overhead @ .12 of unit overhead cost) . 1,440
$12,240
March 31, 1933—One-half processed:
15,000 units —Material @$ .40............................................. $ 6,000
Labor @ . 15 of unit labor cost).......... 2,250
Overhead @ . 18 of unit overhead cost)... 2,700
$10,950
Finished goods inventories:
April 1, 1932— 
20,000 units —Material @ $ .80............................ $16,000
Labor @ .30............................ 6,000
Overhead @ .36............................ 7,200
$1.46............................. $29,200
March 31, 1933—
16,000 units —Material @ $ .40............................ $ 6,400
Labor @ .30............................. 4,800
Overhead @ .36............................. 5,760
$1.06............................ $16,960
Manufacturing cost:
Year ended March 31,1933, 577,000 units @ $1.262426.............. $728,420
Sales—581,000 units, $728,500:
April 1 to July 31, 1932 190,000 units @$1.50.. $285,000
August 1 to November 30, 1932 210,000 units @ 1.25. . 262,500
December 1, 1932, to Mar. 31, 1933 181,000 units @ 1.00. . 181,000
581,000 $728,500
Purchases—600,000 units, $340,000:
April 1 to July 31, 1932 200,000 units @ $. 70. . . $140,000
August 1 to November 30, 1932 200,000 units @ .60... 120,000
December 1, 1932, to Mar. 31, 1933 200,000 units @ .40. . . 80,000
600,000 $340,000
You were requested by the management to—
(a) Revalue the beginning and ending inventories for statement purposes, 
reflecting the new cost level resulting from the readjustments outlined.
(b) Prepare statement of profit and loss and manufacturing statement to 
reflect the possible result of operations during the coming year, assuming 
current prices to have reached a permanent level and the unit volume of sales 
remains the same. Disregard income tax.
(c) Prepare balance-sheet giving full effect to revaluation of assets, exchange 
of stock, conversion of bonds and other changes you may deem advisable from 
the information given.
Solution:
Requirements (a) and (b) of the problem are somewhat vague. Take the 
very first phrase, for instance, “Revalue the beginning and ending inventories 
for statement purposes”: there is no basis whatsoever for revaluing the be­
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ginning inventories in the profit-and-loss statement for the year just ended, 
as the new cost level in effect April 1, 1933, can not influence the valuation of 
the April 1, 1932, inventory.
It thus appears that the “revaluation for statement purposes” refers to the 
estimated statements called for in (b), and that the latter are to be prepared by 
recasting the actual statements for the past year to give effect to the changed 
conditions.
The manufacturing statement required in (b) can not possibly be prepared 
in proper form, as no data is given as to estimated purchases and closing inven­
tories; and the coming year’s cost of sales can be determined without a manu­
facturing statement, merely by multiplying the number of units sold by the 
unit cost. Since a manufacturing statement is called for, it is prepared by 
restating the past year’s statement as it would have appeared had the costs 
as of April 1, 1933, been in effect all year. The statement prepared in this 
manner does not pretend to correspond in detail to the actual statement that 
will be prepared at the end of the coming year, because of the differences— 
known and unknown—in the inventories. However, since total units are 
assumed to remain constant, and since the new unit costs are used in the 
adjusted statement, the total cost of sales shown by this statement is the ex­
pected cost for the coming year.
As the first step in the solution, the stated unit labor and overhead costs of
$.30 and $.36, respectively, are verified:
Of the 577,000 units manufactured during the year,
12,000 units were ⅓ processed on April 1, 1932,
and the work done in completing them
was equivalent to the manufacture of ⅔
of 12,000 or................................................ 8,000 units
The other 565,000 units were completely manufactured during
the year...................................................... 565,000
At the close of the year there were 15,000 units ½ processed, or 
the equivalent of.................................................................. 7,500 “
Therefore, the year’s expenditures may be said to have produced 580,500 units
The unit labor cost is $174,150÷580,500, or $.30.
The total overhead is $208,980.00:
Manufacturing expenses.............................................................. $170,980
Depreciation—factory buildings................................................. 8,000
Depreciation—machinery and equipment................................... 30,000
Total......................................................................................... $208,980
The unit overhead cost is $208,980 4-580,500, or $.36.
The manufacturing statement for the year just ended is next prepared, in 
such a way as to show the material, labor, and overhead elements of the cost 
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of goods sold, and the units. The amounts for the adjusted statement are 
then determined, as follows:
Materials: at $.40 per unit, according to the number of units.
Labor: amounts for the past year are reduced 16⅔%.





.. .. $170,980 20% reduction $136,784
Factory buildings...................... 8,000 4% of $100,000 
appraised value 4,000
Machinery and equipment........ 30,000 10% of $159,510 
appraised value 15,951
Total...................................... .... $208,980 $156,735
Reduction: $208,980—$156,735 = $52,245, or 25%. 
(See following page.)
The unit cost for the coming year is $.92; the closing inventory of finished 
goods cost $1.06 per unit. Since the unit selling price has been $1.00 since 
December 1, 1932, and since this price will remain constant, the finished goods 
may not be carried in the balance-sheet at $1.06 per unit; to permit a fair 
profit at the time of sale, the inventory is written down to the new cost of $.92. 
Likewise, the work in process inventory is costed on the new basis. To show 
these writedowns as a separate item in the statement of profit and loss, the 
closing inventories have been entered at cost in the manufacturing statement.
The amount of the writedown is computed as follows:
Finished goods inventory, March 31, 1933:
Actual cost: 16,000 units at $1.06.........................................$16,960
At next year’s costs: 16,000 units at $.92........................... 14,720
Excess............................................................................ $2,240
Work in process inventory, March 31, 1933
(half processed):
Actual cost to date, 15,000 units..........................................$10,950
Cost on new basis: 
Materials—15,000 x $.40.................................... $6,000
Labor—15,000 x ½ of $.25................................... 1,875
Overhead—15,000 x ½ of $.27............................. 2,025 9,900
Excess............................................................................ 1,050
Total writedown....................................................... $3,290
The statement of profit and loss for the year ended March 31, 1933, and the 
estimated statement for the coming year—the latter fulfilling the requirements 
of (b)—may now be prepared.
301
























































































































































































































































































































































































































































































































































































































































































































































































































The Attractive Package Food Corporation
Statement of profit and loss for the year ended March 31, 1933, and estimated 
statement for the coming year
Sales..................................................
Cost of sales......................................
Gross profit (loss*) on sales.............
Writedown of closing inventory. . . .
Adjusted gross profit (loss*)............
Selling and administrative expenses. 
Profit (loss*) on operations..............
Other income and expenses—net. . . . 
Net profit (loss*) before income taxes
Year ended Estimate




$ 12,160* $ 46,480
3,290
$ 15,450* $ 46,480
14,650 14,650
$ 30,100* $ 31,830
1,190 1,190
$ 31,290* $ 30,640
The working papers and balance-sheet follows: 






To record the replacement cost, new, of the follow­
ing fixed assets, per the appraisal of the Appraisal 


















































The Journal of Accountancy
(3)
Old National Bank—impounded deposits.......................... $ 1,000
Cash on deposit............................................................ $ 1,000
To segregate the deposits in the Old National Bank.
(4)
Returnable containers in hands of customers....................... 10,000
Accounts receivable....................................................... 10,000




Convertible 6% bonds.................................................. 5,000
To write off the unamortized discount on the convertible 
6% bonds converted on March 31, 1933.
(6)
Convertible 6% bonds.......................................................... 100,000
Due from bondholders.......................................................... 5,000
Preferred stock.............................................................. 100,000
Premium on preferred stock......................................... 5,000
To record the conversion of bonds for preferred stock
as at March 31, 1933.
Note.—The problem states that the bonds were convertible at par for pre­
ferred stock at 105; and that one share of stock was issued for each $100 bond, 
the difference being settled by cash. If the cash had been received, to what 
account was it credited? As no such credit is apparent on the books, the 
amount must be shown as a receivable from the bondholders. It is necessarily 
assumed that the face value of the bonds is $100,000, and that the stock is
$100 par.
(7)
Common stock—par value $100 per share........................ $225,000
Common stock—no par value.................................... $ 75,000
Paid-in surplus............................................................. 150,000
To record the exchange of 3,000 shares of no par value 
common stock of a stated value of $75,000 for 2,250
shares of the old $100 par value stock.
(8)
Inventory writedown........................................................... 3,290
Reserve to reduce inventory to replacement cost........ 3,290
Writedown of labor and overhead element in closing in­
ventories to new basis. (Closing inventories were en­
tered at cost in the working papers to permit showing 
the writedown as a separate item.)






























































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































. 31,290 31,290 $721,123 $721,123 $807,700 $807,700 $568,737 $568,737
307
